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Highlights From
“Some Effects of Recent Revenue Acts”
Mary S. Tross, CPA

The 1962 and 1964 Revenue Acts contain
sufficient changes in tax structure for all tax
practitioners to reconsider various areas. Some
interesting problems arising from these recent
changes in the law will be the subject of this
article.
Income Averaging
Tax conscious people might think that in
come averaging is a new idea; that is not cor
rect. The excess profits tax of the Korean War
period permitted income averaging as a cri
terion of eligibility as one method for excess
profits tax relief by setting up a theoretical
average base period income.
Although the theory of eligibility for averag
ing is therefore not new, there had never been
eligibility for individuals.
The same general rules that applied to el
igibility under the excess profits tax law might
become foundation stones for rulings as to
individuals.
Tax planning under excess profits tax was
to show the base years as high as possible,
thereby setting a norm with which a current
year might be compared and claiming that the
current year should have income at least as
high as the average of the base period. To
day’s income averaging maneuvering is to
show that the income is much greater than the
average of the base years and in effect should
be taxed as if the current year should be at
the ceiling of the base year’s averages.
Care must be taken in planning for income
averaging to see that all factors as to both in
come and deductions are considered partic
ularly with regard to the possibility that
succeeding years may have income varying
greatly from that of the year for which aver
aging is being planned. Maximum benefits can
be obtained only from an annual study of the
problem in the light of known facts and it is
not ordinarily possible to adopt a plan at one
time covering a period of years.
Another consideration is the frequency with
which tax laws change. One of the outstand
ing examples of ineffective planning was un
der the provision in the 1954 Revenue Code
permitting a reserve for expenses. Within a
few months after the returns for 1954 were
filed the Code was retroactively amended to
eliminate the reserve and much of the tax
planning done in 1954 as to such reserves for
expenses were quickly negated. In many in
stances the plans adopted would have been

materially different had the 1954 Code not
contained this provision.
Benefit features in tax laws frequently do
not enjoy a long life. Sometimes the death
knell is sounded by an outright repeal of the
benefit provision but more frequently the mon
etary advantages are rescinded in a more sub
tle way.
The decrease in individual income tax rates
so widely heralded when the 1964 Revenue
Act was publicized are to be substantially re
duced by increases in the Social Security taxes
in 1965.
Don’t forget: Section 1245 potential
in partnerships
Tax literature seems to have devoted more
attention to the effect of Section 1245 on cor
porations than on partnerships.
Parenthetically, gain on the sale or other
disposition of Section 1245 property is taxable
as ordinary income, rather than capital gain,
to the extent of depreciation deducted for pe
riods after 1961.
A taxpayer is not affected by his contribu
tion of Section 1245 property to a partnership
at the time it occurs but the partnership must
carry over the incoming partner’s Section 1245
potential.
Ordinary income to the extent of a partner’s
share of the Section 1245 potential in the part
nership’s assets will be attributable to the part
ner when he sells his share of the partnership.
In the case where a partner’s interest is
partially or completely liquidated, generally,
no gain or loss is recognized at the time of
distribution. If the distribution includes de
preciable property, however, the partnership’s
ordinary income potential in Section 1245
property carries over to the partners (as an
unrealized receivable). In a disproportionate
distribution, the partner will realize income if
he gets less than his share of Section 1245
property; income will be realized by the other
partners if the first mentioned partner should
get more than his share.
If investment credit was taken for the Sec
tion 1245 property, a distribution before the
end of the depreciable period can result in re
capture of the credit.
In the foreign field
The Revenue Act of 1962 focuses attention
on activities abroad so that more than ever if,
as accountants, we are going to deal with
activities on behalf of clients in countries out
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side of the United States, we must be acutely
aware of the benefits or pitfalls in the method
of setting up the business entity to derive the
greatest benefit and avoid pitfalls to the extent
possible. A solid and sound forecast of the
profit expectancy should often govern the
choice of whether a U.S. entity should op
erate through branches abroad or incorporate
in a foreign country.
If it appears that the business will result in
substantial losses during the early years, it
would ordinarily be better to form a branch
and thereby keep the losses in the U. S. entity.
Consideration can be given to incorporation in
the foreign country when the operation be
comes profitable.
The importance of reasonable profit fore
casts can be illustrated by the following ex
ample: A U. S. corporation forms a subsidiary
in a country with a low rate of tax, on the
assumption that such a subsidiary will protect
the income earned in the foreign country from
U. S. taxation (this assumes that the Subpart
F provisions of the Internal Revenue Code do
not apply). If losses are incurred, the U. S. en
tity would not be able to take advantage of
the current deductions on its return which
would have been possible, if a foreign branch
had been formed. A tax benefit for the losses
may be obtained at some later date as a net
operating loss carryover of the foreign corpora
tion in its country of incorporation but the
benefit of these losses would, of course, be

less in the foreign country if the rate of tax in
the foreign country is lower than the U. S.
rate of tax. If the foreign corporation never
becomes profitable it may be that full U.S. tax
benefit for these losses may never be obtained.
Can the investment credit take the sting
out of capitalized repairs?
Because of the Internal Revenue Service’s
approach to an expenditure as a capitalizable
item, rather than a repair as a taxpayer would
treat it, the Revenue Act of 1964 could have
the effect of reducing the number of repair
adjustments an agent would propose; and the
taxpayer could actually accomplish an eco
nomic benefit because of the investment credit
available.
To illustrate, assume an agent capitalized
repair items in the sum of $100,000, all of
which now qualify for the investment credit.
If the average life of the items is ten years
and there is no salvage value, a taxpayer who
is in the 48% tax bracket will actually benefit
more when the repair items have been fully
depreciated than he would if the expenditures
were allowed to remain as repairs.
This result assumes the items would be de
preciated on the double-declining balance
method, that a change to straight-line de
preciation will be made when straight-line de
preciation equalled or exceeded that allowable
under the double-declining balance method
and the cost of money is 3% after taxes. The
following schedule illustrates this point:

Increase
(decrease)
in taxable
income

Cumulative
net decrease
(increase)
in cash
available

Assumed
cost of
borrowings
(after tax
cost of 3%)

$ 36,200
27,560
20,648
15,118
10,694
7,155
4,009
863
(2,283)
(5,429)
(7,000)

$ 1,086
827
619
454
321
215
120
26
(68)
(163)
(210)

Year

Tax
increase
(decrease)

$ 43,200
$ 90,000
1965
(8,640)
(18,000)
1966
(14,400)
(6,912)
1967
(5,530)
(11,520)
1968
(4,424)
1969
( 9,216)
(3,539)
( 7,373)
1970
( 6,554)
(3,146)
1971
(3,146)
( 6,554)
1972
( 6,554)
(3,146)
1973
(3,146)
( 6,554)
1974
(1,571)
1975
( 3,275)
Summary: Increase in cash by investment credit
Reduction for interest cost because of
extended write-off
Net increase

Investment
credit

$7,000

$7,000

(3,227)
$3,773

Notes:
a) A ten year life was assumed using the double-declining method of depreciation. A switch
to the straight-line method was made in 1971 to achieve the largest depreciation deduc
tion. The convention of one-half year depreciation in the year of acquisition was also
assumed.
b)
The 1965 Corporate tax rate of 48% was used.
c)
Factors considered but not reflected in above computations:
1.
Salvage value under straight-line method.
2. Compounding effect of cost of borrowing. (Corporation will have to borrow money
to pay interest.)
3.
Corporate estimated tax payments.
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